In this case, you will examine one of the most dramatic standard-setting sagas of our time: the setting of accounting standards related to employee stock options (ESOs). In particular, you will explore the important issues addressed by each standard, as well as the subsequent challenges that developed-which, in turn, led to the issuance of even more accounting guidance.
INTRODUCTION
stock option gives the holder the right, but not the obligation, to purchase shares of the company's stock (by exercising the option) at a specified price (the exercise price or strike price) for a specified period of time (the life of the option). The holder of the option hopes to exercise the option when the company's stock price is higher than the exercise price. Upon exercise, the holder pays the exercise price and receives a share of stock for each share covered by the option. Options are described as in the money when the company's stock price is higher than the strike price, at the money when the company's stock price is equal to the strike price, and out of the money or underwater when the company's stock price is below the strike price.
An option has both intrinsic value and time value. The intrinsic value is the amount that could be earned if the option were exercised and the stock sold-that is, the difference between the stock price and the strike price at any given point in time. However, even if the intrinsic value is zero (i.e., if the strike price is exactly equal to the current stock price), the option still has time value because there is the possibility that the stock price will rise over time.
The time value of an option increases with the volatility of the underlying stock price. This is because the option holder benefits from positive stock movements but is protected from negative price movements. Thus, if a company has more volatility in its stock prices, the holder of an option on that company's stock has the opportunity to garner larger gains. Options with longer lives also have greater value, as there is a longer time period over which to achieve positive price movements. In addition, the option is more valuable when the risk-free rate of return (e.g., the return on Treasury securities) is higher, because instead of spending the money now (to pay the exercise price and obtain the share of stock), the option holder can invest those funds in a risk-free asset and exercise the option at a later date. Finally, the option's value decreases with the opportunity costs of holding the option; for example, the option holder forgoes receiving company dividends by holding the option rather than exercising it and obtaining the stock.
EARLY HISTORY OF STOCK OPTIONS AS COMPENSATION
Granting stock options to employees became increasingly more prevalent during the 1950s and early 1960s.
1 Call (1969) notes that 1.8% of New York Stock Exchange companies had stock option plans in 1950, while
The directors and the employee may desire to cover up from the stockholders the magnitude of the salary paid and use this particular camouflage to effect that result. By dressing the compensation in this new guise, it may become unrecognizable to most of the stockholders and to the public generally.
Historically, a large proportion of employee stock options have been written as fairly straightforward instruments, with a fixed exercise (strike) price and a fixed life. However, as companies became more sophisticated in designing their incentives, some desired to incorporate more complex structures in order to better tie the incentives of employees to those of shareholders. For example, an indexed option is structured so that the strike price increases along with some general market index. Such a design rewards employees only for company stock performance over and above the performance of the overall market. Other types of options may be structured so that the strike price and/or the number of options granted are tied to other performance measures, such as company earnings.
ACCOUNTING ISSUES RELATED TO STOCK OPTIONS
There are four basic accounting issues related to employee stock options: (1) Should companies recognize an expense in the income statement related to employee stock options? (2) How should the cost associated with these options be measured? (3) Over what period of time should this cost be recognized as an expense in net income? (4) If a company does recognize expense-by debiting "Employee Stock Option Expense"-what is the credit?
Consider a company granting its employees 100,000 options, valued at $15 each. If both of these amounts (i.e., the number of options granted and the value of each option) are known, total compensation cost can be calculated fairly simply as a price * quantity (i.e., P*Q) calculation. In this case, P=$15 and Q=100,000, resulting in total compensation cost of $1.5 million. 2 Now back to the first question: should the $1.5 million be recognized as an expense on the company's income statement? Some argued that employee stock options are clearly an expense, because they are given to employees in exchange for their services. For example, Warren Buffet noted in his 1998 letter to Berkshire Hathaway shareholders:
If options aren't a form of compensation, what are they? If compensation isn't an expense, what is it? And, if expenses shouldn't go into the calculation of earnings, where in the world should they go?
The third question relates to when the $1.5 million should be recognized as an expense in the income statement. To achieve matching of revenues and expenses, the expense would be allocated to the period or periods in which the company receives the benefits from granting the options. However, determining this period may not be straightforward. The following questions arise: Are the options compensation for past services, such that the entire $1.5 million should be recognized as an expense on the date of grant? Does the company benefit from the employees' services over the time it takes the options to vest? Or does the company benefit for the entire time an employee works for the company?
Finally, assuming the company records compensation expense for ESOs (i.e., a debit), what is the credit in the journal entry? Specifically, when the company debits expense, should it credit shareholder equity or a liability? Many argue that if the company is giving employees an equity instrument, then the credit should obviously be to equity. However, others argue that granting employee stock options creates a liability, especially if the company has to repurchase shares of stock to prevent the dilution of shares outstanding. 3 The fundamental questions posed above have resulted in some of the most bitterly fought battles in the history of accounting standard setting. Companies, auditors, standard-setters, regulators, Congress, and even the occasional U.S. President have taken sides on this issue during the decades-long debate that has surrounded the accounting for stock options. As you can see, there was passionate disagreement about this issue before most readers of this case were even born!
EARLY GUIDANCE ON STOCK OPTION ACCOUNTING

Accounting Principles Board Opinion No. 25 (APB 25)
In 1972 the Accounting Principles Board issued Opinion No. 25, "Accounting for Stock Issued to Employees," which was intended to improve the accounting for stock options, in part, by requiring that companies use the quoted market price of the stock (rather than the company's estimate of the fair value of the stock) when they calculated the intrinsic value. Specifically, APB 25 states that companies would be required to measure the compensation expense related to stock options as "the quoted market price of the stock at the measurement date less the amount, if any, that the employee is required to pay (APB 1972, par. 10)." When it was issued, this standard was believed to improve the accounting for many stock options-which at that time were regularly in the money at the date of grant-by requiring companies to expense the full intrinsic value of the option. You should note, however, that the time value of the option continued to be ignored under this standard.
"Fixed" vs. "Variable" Accounting APB 25 also specified that total compensation cost be determined on the measurement date, which is the "first date on which are known both (1) the number of shares that an individual employee is entitled to receive and (2) the option or purchase price, if any" (APB 1972, par. 10(b)). Note that for options with fixed exercise prices and a fixed life, this date would be the grant date. This type of option came to be known as a "fixed" option and APB No.25 perpetuated an "exception" for fixed options granted at the money-that is, with an intrinsic value of zero. For these options, compensation expense measured under APB 25 would continue to be zero, as it was under ARB 43.
The Opinion also addressed the accounting for more complex options. Specifically, the standard states that:
If the measurement date is later than the date of grant or award, an employer corporation should record the compensation expense each period from date of grant or award to date of measurement based on the quoted market price of the stock at the end of each period (APB 1972, ¶13).
For example, if a company issued options such as the indexed options described earlier, the exercise price would not be fixed at the grant date and thus the measurement date would typically be later than the grant date. In this case, APB 25 specified that the total compensation cost should be recalculated at every reporting date based on the stock price at that date. If the company's stock price changed, compensation expense under this option would likely not be zero, but would reflect the ups and downs (i.e., the volatility) of the company's stock price from period to period. This treatment is often referred to as "variable" accounting, and was viewed as very undesirable by companies, as the expense may vary quite substantially over time.
An Example
To illustrate the difference between fixed and variable accounting, consider a January 1 grant of 100 options with an exercise price (or strike price) of $25 and a vesting period of five years. Assume the stock price was $30 on the date of grant, $28 at the end of the first year, $34 at the end of year two, and $27 at the end of year three. If the option received "fixed" accounting, total compensation cost would be $500 [($30-$25)*100] and would be allocated over the five-year vesting period so that $100 [$500/5] in compensation expense would be recognized each year. 5 If the option received "variable" accounting, the total amount of compensation cost at the end of year one would be $300 [($28-$25)*100], resulting in compensation expense for year one of $60 [$300 /5] . At the end of year two, total compensation cost would be $900 [($34-$25)*100], resulting, at first glance, in compensation expense of $180 [$900/5] per year. However, this calculation seems to imply that the $60 expensed in year one was incorrect. Under APB 25, you would deal with this change prospectively. Thus, year two compensation expense would be calculated such that 2/5 (i.e., two years out of the five year vesting period) of the newly calculated total compensation cost would be recognized by the end of year two. You would not go back and change the year-one expense, but would instead expense enough in year two to cumulatively correct the total. Thus, compensation expense for year two would be $300 [$900*2/5-$60]. 6 Year three compensation expense would be a negative $180, calculated as follows: total compensation cost of $200 [($27-$25)*100], multiplied by 3/5, less $300 expense already recognized. 7 You may also be wondering if this process continues for the entire life of the option. For a market-indexed option, the answer is 'yes,' as the exercise price is not fixed until the option is exercised. However, for other types of "variable" options, if the exercise price and the number of shares become fixed at some point, then a measurement date occurs, the dollar amount of total compensation expense is finalized, and no further adjustments are made. 8 If you are thinking that this process sounds annoying, you would be in agreement with most accountants and financial statement preparers. In addition, as you can see from the example, variable accounting may lead to substantial volatility in compensation expense and thus in earnings (i.e., compensation expense would go up and down along with the company's stock price). You are probably not surprised to hear that, with the advent of APB 25, companies became very enthusiastic about issuing simple options with fixed lives and strike prices-and issuing them at the money. Designing option plans in this way allowed these companies to avoid variable accounting, and to avoid recognizing any expense for ESOs.
Financial Accounting Interpretation No. 28 (FIN 28)
In 1976, the SEC issued insider trading rules that required employees exercising options to hold the stock for six months before selling it, thus tying up their capital and exposing them to additional risk (i.e., that the stock price would drop during the holding period). These rules, along with changes enacted in the tax laws, led to the creation of new types of plans. One example was the stock appreciation right (SAR). A SAR has similar characteristics to an ESO, but an employee exercising a SAR would not pay the exercise price and would not receive the stock. Instead, upon exercise, the company would write the employee a check for the appreciation in the stock (i.e., the stock price on the date of exercise less the designated strike price). 5 Note: If this option had been granted when the stock price was $25, total compensation cost would have been zero. 6 Alternatively, the $300 may be calculated as the new amount of $180 for year two, plus an incremental $120 to adjust year one. 7 This example is very simplistic and does not capture many complexities that could occur in an option qualifying for variable accounting. For example, the exercise price could change each year, instead of remaining at $25 throughout the life of the option. APB 25 is not clear about how to treat such changes (i.e., whether the new exercise prices would be used in the calculations). For all variable accounting calculations in this case, we will use the exercise price and number of options expected to be in effect each period. 8 Note that the measurement date could occur before or after the options vest. © 2012 The Clute Institute
The emergence of SARs raised two important issues. First, should a SAR that is issued at the money receive "fixed" accounting or "variable" accounting under APB 25? Second, does the fact that the company will pay the employee cash instead of giving them shares of stock mean that granting this instrument results in a credit to liability rather than equity? Financial Accounting Interpretation No. 28 was issued and clearly answered the first question-SARs should receive variable accounting-but did not address the second. However, even though financial statement preparers now had more guidance about how to account for SARs, FIN 28 only further exacerbated the inconsistencies introduced by APB 25.
STOCK OPTION ACCOUNTING REVISITED
Over the years, substantial debate ensued as critics of APB 25 argued that the accounting used by most companies did not reflect the economics of their pay plans. Specifically, under APB 25 a "fixed" option issued at the money would result in zero compensation expense, while a "variable" option issued at the money (likely worth substantially less than its fixed counterpart) would result in compensation expense. With the issuance of FIN 28, it was now also the case that a company issuing fixed stock options at the money would recognize zero compensation expense, while if the company had issued SARs with exactly the same terms, the SARs would receive variable accounting (and thus expense would be recognized).
Defenders of APB 25 continued to argue that there was no practical way to estimate the fair value of these options. However, in 1973 Fisher Black and Myron Scholes (in collaboration with Robert Merton) published an important research study describing a new method to value stock options (for which they received a Nobel Prize in 1997). The Black-Scholes model is a formula that calculates the value of an option based on its strike (exercise) price, the price of the stock, the life of the option, the expected volatility of the stock, the expected risk-free rate of return, and the expected dividend yield of the company. This model incorporates both the option's intrinsic value and time value.
The Black-Scholes model is an example of a closed-form model; one limitation of these types of models is that they do not allow the parameters (such as expected volatility or the exercise price) to change over time. Thus, this model has difficulty valuing certain more complex options. Another type of option pricing model is the binomial (or lattice) model. With this model the potential paths that the stock price can take over the life of the option are mapped out and the option's value is based on the probability that the stock price rises or falls. In this model, the parameters can change each period. For example, the exercise price can be different for each period. This allows more complex options to be valued, such as options where the exercise price changes over time. In addition, the model can more easily reflect the likelihood that employees will exercise the option early (e.g., before the end of its life). For example, early exercise of the option can be linked to changes in stock prices and allows for assumptions about when an employee would exercise -such as when the stock price reaches a value of two times the exercise price.
Many have also criticized the use of the Black-Scholes model to value ESOs because it does not incorporate other important restrictions inherent in a typical employee stock option, such as the inability of the employee to sell the option and the inability of the employee to exercise the option during the vesting period, among others. Although the binomial model has the ability to incorporate some of these aspects, it is substantially more complex to implement. Thus, during this time most companies-and most accountants-did not view option valuation models as practicable. Nonetheless, the increasing credibility of these models did start the profession down the path of considering whether obtaining reliable estimates of the fair value of employee stock options was possible.
In 1984, the FASB added a project to its agenda to reconsider APB 25. They subsequently issued an Invitation to Comment that laid out many of the issues to be discussed. As the Board continued to discuss the accounting for stock options, they became increasingly sidetracked by the issue of whether ESOs were equities or liabilities. The conceptual framework definitions of liabilities and equities were not clear enough for the Board to unequivocally conclude, and they spent substantial time on this issue. In 1992, the Board decided that the conceptual framework should really be updated, but that they would go with equity treatment for stock options. The Board then resumed work on the stock option project.
In 1993 the FASB issued an Exposure Draft, Accounting for Stock-Based Compensation, which proposed that compensation expense be recognized in income based on the fair value (i.e., not the intrinsic value) of the option at the grant date. Public outcry against the proposal was fierce, with executives claiming that the stock option proposal would "hammer the profitability of US companies, discourage the use of stock incentives, and even damage the American spirit of innovation" (Shao 1994 ). The FASB received 1,789 comment letters, most of which strongly objected to the recognition of compensation expense based on the fair value of employee stock options. As you might guess, the staunchest opposition was from emerging growth and high technology companies. A typical assertion about the damage that expensing stock options would cause to US companies was made by the cofounder and chairman of Home Depot, Bernard Marcus, who claimed that:
[I]f the proposal had been in effect since Home Depot went public in 1981, the company would be 10 percent of its current size. There's no way we could have hired, motivated and brought people along (Shao 1994 Thus, stock compensation expense was found to be a material item for many companies. However, to reiterate, most companies chose to present this amount only in their footnotes.
Determining Compensation Expense under SFAS No. 123
Recall that two of the important questions related to determining compensation expense are: how should compensation cost (i.e., P and Q) be measured, and when should the expense be recognized in earnings. SFAS No. 123 states that the objective of the measurement process (i.e., measuring P) is to estimate the fair value based on the stock price at the grant date (1995 ¶17). The new standard also describes how to estimate P using a fair value approach (FASB 1995 ¶19): SFAS No. 123 also states that Q shall be based on the number of instruments that eventually vest (FASB 1995 ¶26). Finally, compensation expense for a particular period continues to be determined by allocating total compensation cost over the periods that services are rendered, which is typically the vesting period (FASB 1995, ¶30).
SFAS No. 123 also provides guidance about many other issues. For example, guidance is provided regarding how to deal with options that have various conditions, such as different exercise prices for different levels of future performance. The valuation of more complex options such as these can be more difficult using a fair value approach than when using simple intrinsic values, as in APB 25. Guidance is also provided about the assumptions needed to estimate option fair values using valuation models. For example, SFAS No. 123 specifies the use of the expected life of the option, rather than its legal life, and also includes discussion of how to determine this expected life.
ACCOUNTING CONSEQUENCES OF STOCK MARKET DECLINE
In the late 1990s, the stock market dropped precipitously and companies were faced with a new challenge. Their employees were holding options that were now drastically underwater. Companies began "repricing" options, that is, reducing the exercise prices of outstanding options so they were within reach of the now-lower company stock prices. Other common modifications of employee stock options included extending the life of the option or accelerating the vesting of the option.
Companies still applying APB 25 were very concerned about the accounting consequences of repricing. APB 25 seemed to imply that changes in the exercise price would result in a new measurement date, and possibly in variable accounting, but the standard was not clear. The FASB had hoped that SFAS No. 123 would supersede APB 25 altogether, eliminating the necessity of dealing with these APB 25 implementation issues. However, since APB 25 was still in the picture, the FASB was now faced with many questions related to repricing and numerous other issues. The Emerging Issues Task Force (EITF) had also been discussing a long series of questions about the application of APB 25. The FASB now compiled a subset of these issues into FIN 44, discussed below. FIN 44 was based on the idea that a new measurement date had been established by the modification, thus "invalidating" the original use of the exception for fixed options. However, this interpretation was viewed as punitive by many because it required variable accounting for the entire remaining life of the option. After FIN 44 was issued, the number of option repricings declined dramatically (Schroeder and Simon 2001).
Companies had also begun implementing another tactic to address the same problem (i.e., drastically underwater options): canceling options with high exercise prices and replacing them with new grants of options with © 2012 The Clute Institute lower exercise prices. FIN 44 also addressed this practice by requiring variable accounting for replacement stock option awards that were "combined" with the cancellation of another award (FASB 2000a, ¶ 43). Thus, companies could not get around the repricing guidance by simply canceling one option grant and replacing it with another.
One obvious question was how to conclude that the two option grants were "combined." FIN 44 also addressed this question (FASB 2000a, ¶45):
An option award cancellation (settlement) shall be combined with another option award and results in an indirect reduction of the exercise price of the combined award if another option with lower exercise price than the canceled (settled) option is granted to the individual within the following periods: a. The period prior to the date of the cancellation (settlement) that is the shorter of (1) six months or (2) the period from the date of grant of the canceled or settled option b. The period ending six months after the date of the cancellation (settlement).
The response to this "bright line test" was almost immediate. The Wall Street Journal reported on many companies' new strategies as follows (Brown 2001) :
One way to avoid triggering this potentially costly rule [FIN 44] is to cancel the old options and then reissue them six months and one day [emphasis added] later, at the market price that day. This has become the strategy du jour for companies that want to reprice their employee stock options. It costs the company nothing. And-unlike the alternatives of granting new options at current prices or just making stock grants to employees as some companies have done-it doesn't dilute existing shareholders.
Companies have embraced these plans since Sprint, the phone company, launched the first one this past November. 'Now it's a jailbreak-people are writing them as fast as they can,' says Patric McGurn, vice president at Institutional Shareholder Services [ISS], which advises institutional investors on how to vote on proxies. ISS estimates that at least 22 companies announced these six-months-and-a-day plans in May, nearly twice the number in April, and more than three times those in March.
As this article also notes, these six-months-and-a-day, or "6+1," plans provide employees with the incentive to dampen the company stock price during the six month waiting period. As the author quips, "Your pay is based heavily on employee stock options. So you are keeping your fingers crossed, hoping your stock sinks like a rock?" Companies faced tough choices. If they reissued stock options right away, there were accounting consequences as described above in FIN 44. If they wait six months to reissue stock options, then this may create incentives for employees to depress stock prices. One solution to this problem would be for the company to compensate the employees for any increases in the stock price during the waiting period. Anticipating this, the FASB specified in FIN 44 that any promises to compensate the employee for increases in the market price of the stock automatically results in variable accounting for the replacement award, irrespective of the time that has elapsed between cancellation and replacement (FASB 2000a, ¶47). Note that the FASB was not opposed to the goal of providing appropriate incentives to employees; they were concerned with recognizing compensation expense when changes were made that increased the value of the award. However, as you can imagine, companies immediately began using creative ways to indirectly compensate employees for stock prices increases. This issue, along with several others, was addressed by the Emerging Issues Task Force.
Emerging Issues Task Force (EITF) 00-23
The EITF had continued to debate the remaining outstanding issues related to the implementation of APB 25 and added several issues that arose in response to FIN 44. In total, the EITF reached consensus on 51 separate issues, many with subparts. This consensus is denoted as EITF 00-23 and titled "Issues Related to the Accounting for Stock Compensation under APB 25 and FIN 44."
As discussed above, one new issue created by FIN 44 related to indirectly compensating employees for increases in stock price between the time that one stock option was cancelled and another was awarded at least six months after the cancellation. One creative way to indirectly compensate employees was to design the new option to already be in-the-money at the date of grant. EITF 00-23 address this issue as follows (FASB 2000b,  ¶103) .
The Task Force reached a consensus that a grant of an in-the-money option award subsequent to a cancellation of a previous option award creates a presumption that an agreement or implied promise existed to compensate the grantee for increases in the market price of the stock after the cancellation date (even if the market price of the stock has not increased) and, therefore, results in variable accounting for the new award. This presumption may be overcome if the relevant facts and circumstances clearly indicate that the in-the-money grant is not related to the prior cancellation.
This is just one example from EITF 00-23. As you can imagine, with 51 separate issues to address, the document is quite lengthy! At this point, with guidance coming simultaneously from APB 25, FIN 28, FIN 44, EITF 00-23, and SFAS No. 123, among others, the accounting for employee stock options had grown quite complex.
STOCK OPTION ACCOUNTING: ROUND TWO
At the same time that stock option accounting was growing unwieldy, public sentiment about financial reporting was changing. Enron and the other major financial reporting failures in the early years of the new millennium increased the demand for transparent reporting. In March of 2003, the Board again added this issue to their agenda and began discussions. Immediately, companies began lobbying to prevent the accounting standard, making similar arguments to those made in 1993-most notably that requiring the fair value of stock options to be expensed would inhibit innovation, increase the cost of capital, make US companies less competitive, and make it more difficult to attract employees. Executives of high technology firms claimed that the expensing of stock options would make it more costly to hire US employees and would increase incentives for outsourcing labor overseas. "Make us expense options, they warn, and the already worrisome leaching of tech positions abroad will only accelerate-even if the economy improves " (Hamm et al. 2003) ." Many continued to argue that there was no way to reliably measure the fair value of stock options. However, this argument was less convincing the second time around, in part due to academic studies showing that option pricing models can provide very good estimates of value for traded options (see, e.g., Carpenter 1998; Marquardt 2002; Bettis et al. 2005 ).
In late 2003, Representative Richard Baker (R-LA) sponsored a bill in the U.S. House of Representatives (short-) titled the "Stock Option Accounting Reform Act," that would require the expensing of the fair value of all options granted to the CEO plus the four most highly compensated executive officers. At first glance, this bill appears to support the FASB's position.
However, note that the bill applied to only the top five executives. Thus, any compensation cost related to all other employees is ignored. The bill also states: "To the extent that an option pricing model, such as the BlackScholes method or a binomial model, is used to determine the fair value of an option, the assumed volatility of the © 2012 The Clute Institute underlying stock shall be zero." 10 Among other things, the bill also prohibited the SEC from recognizing as "generally accepted" any accounting principle that does not comply with this bill-such as the FASB ' Volcker carefully leaned forward and replied succinctly, with a deadpan expression:
They are not correct.
As you might suspect, there were chuckles around the room-in our opinion primarily because, after more than 90 minutes of convoluted verbiage, it was such a relief to hear someone speak a simple declarative sentence! On July 6, 2004, another straight-speaker, Warren Buffett, again chimed in, this time in a Washington Post article, where his sharp wit clearly communicated his views on the bill (Buffet 2004 12 Due in part to the recent frauds and to the support of these senators, the SEC was able to stand fast in the face of all this opposition. On August 19, 2004 , SEC Chairman William Donaldson wrote a letter to Senate Majority Leader Frist and 16 other senators. Interestingly, the letter did not address any of the various arguments being made by interested parties on either side of the stock option debate, but instead focused on the FASB's independent and thorough standard-setting process as being something worth preserving. In part, he states: Thus, the first accounting question presented in the case-should employee stock options be recognized as an expense-had now finally been answered with a resounding "YES"! Since companies were already determining fair values of their stock options for the footnote disclosures required by the original SFAS No. 123, you may be thinking that SFAS No. 123R would be relatively straightforward to implement. However, as many auditors will admit privately-and some even publicly-there is a higher standard for values that are recognized in the financial statements than for values reported in footnote disclosures. Thus, the pressure on companies and auditors to deal with option valuation increased substantially. © 2012 The Clute Institute Much of the basic guidance related to measurement is similar under SFAS No. 123 and SFAS No. 123R. Both versions require fair values to be estimated on the grant date. Both versions advocate the use of option valuation models to determine the fair value-or P-of the options. Both versions advocate that Q should be based on the number of options that eventually vest. Both versions allocate total compensation cost over the periods that services are rendered, which is typically the vesting period. Both provide guidance for more complex options that incorporate conditions on P and/or Q (e.g., indexed options). However, in many cases, the language in SFAS No. 123R is more detailed and/or clearer about some issues.
The FASB's standard-setting process with respect to the expensing of stock options is in the final stages of what has been a very long and exhaustive process. Because it is critical to the restoration of public confidence in the integrity of financial reporting in the United
IMPLEMENTING THE NEW STANDARD
As noted earlier, one implication of SFAS No. 123R is that the valuation of employee stock options suddenly became much more serious business. Companies and their auditors were much more concerned about issues such as how to determine (and audit) the assumptions used in the stock option valuation models. The SEC was also concerned, as they were the group that actually had to enforce the new rules. 14 SAB 107 provided substantial guidance on the details of how to value ESOs, particularly how to determine the inputs to the valuation models. SAB 107 also addressed another interesting issue related to disclosure: the presentation of non-GAAP measures related to employee stock options. You are probably wondering what a non-GAAP measure is and why it would relate to stock options.
The SEC defines a non-GAAP measure as a numerical measure of a registrant's historical or future financial performance, financial position or cash flows that: The SEC's concern is that investors could be misled by measures that appeared similar to GAAP measures but were calculated differently. Thus, the SEC requires extensive disclosures, including reconciliations, when non-GAAP measures are used. They also prohibit some uses of these measures, such as "presenting non-GAAP financial measures on the face of the registrant's financial statements prepared in accordance with GAAP or in the accompanying notes." © 2012 The Clute Institute It is critical to set up in the minds of the students that differences across ESOs affect the option's value, and may also make this value more difficult to estimate. For example, students should intuitively see that an option with an exercise price that increases over time should be worth less than an option with a fixed exercise price. However, it is very important for the students to see that such changes in an option's terms make it more difficult to value. It is also very important that the students take the time to wonder why companies would create such options, and for the instructor to emphasize that such options may do a superior job of providing incentives to employees (e.g., to exceed the performance of the market instead of being rewarded for market increases over which the employee has little influence). The owner perspective will sometimes need to be emphasized, as students tend to take the perspective of the employee receiving the options.
Accounting Issues Related to Stock Options
The instructor should walk through the example if enough time is available. The basic issues of whether to recognize ESOs as expense, how to measure the expense, how to allocate the expense across periods, and whether to recognize equity or a liability are pervasive throughout the case and the students should be certain they can answer these questions for each of the standards discussed. This section also sets up a critical issue that accountants have always struggled with: the difficulty accounting standard setters have in staying ahead of the latest financial innovations, which some feel are often designed with the express intent of circumventing accounting rules.
Early Guidance on Stock Option Accounting
It is important to note the different definitions of fair value in these standards, as people often overlook the fact that APB 25 was intended to be an improvement over ARB 43. However, the time value of the option was still ignored by APB 25, as it had been in ARB 43. This is a good time to emphasize that even stock options with no intrinsic value do have value (i.e., time value)-but at the time it was not thought practicable to measure that value. Finally, this section introduces the difference between "fixed" vs. "variable" ESO accounting. It is important to walk through this example as well. This is also a good point to begin the discussion of how accounting can affect managers' actions. For example, a number of option plans were set up after APB 25 so that the exercise price and number of options were fixed in order to qualify for "fixed" accounting. This gives rise to an interesting question of whether this is an optimal way to structure a compensation plan.
The discussion of FIN 28 introduces a new instrument that was created-the Stock Appreciation Right (SAR)-and how the then-current accounting guidance was not clear about how to treat it. Many students will not have had much exposure to FASB Interpretations, so this is a good opportunity for a quick side-bar about what purpose Interpretations served and how they were created. It is important that the students understand that the advent of SARs brought up two issues. The first is the inconsistency of accounting for a stock option using fixed accounting, but using variable accounting for a SAR with virtually identical terms (except that the option is settled for stock and the SAR for cash). This inconsistency is part of the reason that the Board decided to reconsider the accounting for employee stock options. The second issue brought up by SARs was whether paying employees in cash should mean that the "credit" side of the journal entry recording compensation expense should be a liability, rather than equity. This provides a good opportunity to point out to students that many standards are interrelated, and it is sometimes quite a bit of work to ensure that new guidance doesn't introduce inconsistency, rather than reduce it. A related point is that getting side-tracked, as the Board did on this liability issue, is one of the reasons that standardsetting takes such a very long time.
Stock Option Accounting Revisited
If the students have had no prior exposure to the valuation of stock options, this may be the appropriate point to stop and look at both models. These models are described in numerous finance textbooks. We would recommend looking at the binomial model first, as it lays out the logic of valuing a stock option. Then the Black Scholes model can be presented as a continuous version of the binomial. If the instructor projects the models on the screen in class, it is easy to discuss whether each parameter leads to increases or decreases in the option value. This section then describes the battle that ensued when SFAS No. 123 was introduced. Here the students begin seeing "behind the standards," so to speak, to the process that produces them. The instructor may want to encourage the students to go to http://www.fasb.org/facts/index.shtml#topics to read about the process by which standards are created. However, the political aspects of this process are illustrated quite well in this story of employee stock option accounting. The FASB is not all-powerful, though it often seems that way to students, and may be "put out of business" by the SEC, or by Congress itself. As an aside, many students will be surprised to hear that accounting issues caused demonstrations, but this is indeed the case.
It is important here to ask students if they believe that recognizing employee stock options as an expense would make any difference. Given that most of these options were argued to have no direct cash consequences, what do the students believe would happen? Would stock prices drop? Would capital become more expensive? Would businesses fail? Would businesses really cease offering stock options if they were forced to claim the expense? If the answer to any of these questions is "yes," what does that imply about theories of stock market efficiency?
A related issue is the fact that many companies engage in buying back their own stock to support the exercises of employee stock options. Does this change the students' minds about any of the above questions? Be sure to note that buybacks of stock are currently disclosed in the Statement of Shareholder Equity.
This section is concluded with a discussion of the compromise position the FASB took with the original SFAS No. 123. This provides a context for a rich discussion. Did the Board roll over? Were they simply cowards? Was discretion the better part of valor? Did their solution provide the most important information to investors? Is recognition really that much better than disclosure? Is disclosure better than nothing? The instructor should be prepared for a variety of opinions. It is interesting to ask the students how they think they would have voted if they had been Board members.
Accounting Consequences of Stock Market Decline
The instructor may want to take a moment to look again at the Black Scholes model and impress upon the students that repricing is indeed providing value to the employee. To do this, we recommend the instructor show the following example: (1) Write down the value for an option with a ten year life (the typical life of an ESO), where stock and strike prices are $50.00, volatility is 30 percent, risk free rate is three percent, and dividend yield is one percent. This value is $19.38. Label this as year one. (2) Write down the value five years later (i.e., when the remaining life is now five years), when the stock price has dropped to $25.00, but assuming all the other parameters have stayed constant (not likely, but a reasonable simplification). This shows the value of the option immediately before repricing. That value is $2.14. (3) Then the instructor can show the effects of repricing by changing the strike price to $25.00 (assuming that the option would be repriced at-the-money) and comparing the values. The option increases dramatically in value immediately upon repricing, from the $2.14 above to $7.14.
It seems rather obvious that the employee is given something of value when his or her options are repriced. The question is what to do with the increment (i.e., the $5.00 in the example above).
FAS 123 required that the $5.00 be recognized as incremental compensation expense. However, it was not clear how to apply APB 25 to this scenario. One could argue that a new measurement date had occurred and that compensation expense should be recognized. However, if the option was repriced to be at-the-money, wasn't the amount of compensation expense still zero? And what about the fact that these options had been accounted for as fixed options for the last five years? Was that an error? Should the company go back and restate their financial statements so that they used variable accounting? Many questions arose as a result of the wave of option repricings-but few clear and unequivocal answers were available from APB 25, which was the accounting standard most companies were still using. © 2012 The Clute Institute It may be interesting to note that the SEC clamped down on repricings using their standard weaponrequired disclosure. In their worry about investors being hurt by repeated repricings, the SEC required that any company engaging in an option repricing must disclose all repricings performed during the last ten years! Given the rising unpopularity of repricings, viewed as a way to let employees "off the hook" when investors were losing money, this requirement caused some hesitation in companies considering repricing their ESOs.
The sequence of events related to FIN 44 and EITF 00-23 make a great illustration of the dynamic process that accounting standard setting follows. Specifically, the fact that companies immediately began issuing 6 + 1 options after the issuance of FIN 44 shows what companies are willing to do to assure a certain accounting treatment. This becomes even more interesting when EITF 00-23 is considered. The fact that it covers 51 separate issues is interesting in itself. We chose to focus on the issue of indirectly compensating employees for price changes in the six month period (between the time the old options were cancelled and the time they were replaced) by issuing options that were already in the money. It is a great example of changing the terms of a contract in an attempt to circumvent accounting standards. It also hits home the fact that accountants cannot really do a good job if they do not understand the economics behind various transactions. Finally, this is a good place to introduce the idea of principles-based vs. rules-based standards as it is a great example of the consequences of a "bright line test."
Stock Option Accounting: Round Two
One important point to emphasize here is that the arguments about stock option accounting did not change, but what did change is the political climate. One other thing to note here is that the IASB proposed recognizing share-based payments as an expense in 2001. This could lead to an interesting side discussion about the role of US accounting standards in a global economy and the current trend toward international convergence. An assignment or case about implementing the current standards is a good follow-up to this case. A reading of FASB Codification Topic 718, or a case on current ESO accounting could also be assigned.
Implementing the New Standard
Two important points are made in this section. First, the SEC has a very active role in the financial reporting of public companies, particularly related to the information they disclose and how they disclose it. Second, there is substantial disparity in how the analyst community treats stock option expense. Some analysts consider it an expense and some are focusing their earnings guidance on earnings excluding stock compensation. At this point it might be interesting to discuss why analysts would ignore stock compensation. This is particularly interesting since many in the financial community consider options to have a cash cost due to their dilutive nature causing companies to repurchase shares of their own stock. News articles discussing this idea include Meyer and Fassler (2004) and Ciccotello et al., (2004) .
